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China's Currency Policy: An Analysis of the Economic Issues

Summary

China’s policy of intervening in currency markets to limit or halt the appreciation of its currency,
the renminbi (RMB), against the U.S. dollar and other currencies has been an issue of concern for
many in Congress over the past decade who view it as one of several distortive economic and
trade policies that are used to convey an unfair competitive advantage to Chinese producers and
exporters. They charge that China’s currency policy is intended to make its exports significantly
less expensive, and its imports more expensive, than would occur if the RMB were a freely-
traded currency. They argue that the RMB is significantly undervalued against the dollar and that
this has been a major contributor to the large annual U.S. trade deficits with China and a
significant decline in U.S. manufacturing jobs in recent years.

China began to peg the RMB to the dollar in 1994 at about 8.28 yuan (the base unit of the RMB)
per dollar and kept the rate constant through July 2005, when, under pressure from its major
trading partners, it moved to a managed peg system and began to allow the RMB to gradually
appreciate over the next three years. In July 2008, China halted RMB appreciation because of the
effects of the global economic crisis on China’s exporters. It resumed RMB appreciation in June
2010. From July 2005 through June 2013, the RMB appreciated by 34% on a nominal basis
against the dollar and by 42% on a real (inflation-adjusted) basis. Over the past few years,
China’s current account surplus has declined, and its accumulation of foreign exchange reserves
has slowed—factors that have led some analysts to contend the RMB is not as undervalued
against the dollar as it once was.

The effects of China’s currency policy on the U.S. economy are complex. If the RMB is
undervalued (as some contend), then it might be viewed as an indirect export subsidy which
artificially lowers the prices of Chinese products imported into the United States. Under this view,
this benefits U.S. consumers and U.S. firms that use Chinese-made parts and components, but
could negatively affect certain U.S. import-competing firms and their workers. An undervalued
RMB might also have the effect of limiting the level of U.S. exports to China than might occur
under a floating exchange rate system. The United States is also affected by China’s large
purchases of U.S. Treasury securities. China’s intervention in currency markets causes it to
accumulate large levels of foreign exchange reserves, especially U.S. dollars, which it then uses
to purchase U.S. debt. Such purchases help the U.S. government fund its budget deficits and help
keep U.S. interest rates low. These factors suggest that an appreciation of the RMB to the dollar
benefits some U.S. economic sectors, but negatively affects others.

The effects of the recent global financial crisis have refocused attention on the need to reduce
global imbalances in savings, investment, and trade, especially with regard to China and the
United States, in order to avoid future crises. Many economists contend that China should take
greater steps to rebalance its economy by lessening its dependence on exports and fixed
investment as the main drivers of its economic growth, while boosting the level of domestic
consumer demand (which would increase Chinese imports). A market-based currency policy is
seen as an important factor in achieving this goal.

Currency bills aimed at addressing China’s currency policy have been introduced in every session
of Congress since 2003. The House approved a currency bill in the 111™ Congress and the Senate
passed one in the 112" Congress. Currency legislation has been proposed in the 113™ Congress,
including H.R. 1276 and S. 1114. In recent years, congressional concerns about undervalued
currencies have moved beyond China to include those of several other countries as well.

Congressional Research Service



China's Currency Policy: An Analysis of the Economic Issues

Contents
Introduction and Overview of the CUITency ISSUE.........ccccveriiieiiiiniiieree e 1
Background on China’s Currency POLICY ......coociiiiiiiiiiiiii et 2
2005: China Reforms the Peg ........cccoiiiiiiiiii e 3
2008: RMB Appreciation Halted ...........ccooiiiiiiiiiicie e 3
2010: RMB Appreciation RESUMES........cccoviiiiiiiiiciinese e 4
Factoring in Inflation and Trade-Weighted FIOWS ........ccccoviiiiiiiiiiniieeeeee 6
Concerns in the United States over China’s Currency Policy: Trade Deficits and Jobs........... 7
Legislative Proposals to Address Undervalued CUrrenCies..........oocuevveeieeneeneesensieesiee e 14
Legislation in the 113™ CONGIESS ......cviviveriieeeeiceeiiecie ettt 15
H.R. 1276: The Currency Reform for Fair Trade Act.........cccoovriiiiiiiiiiiciicie e 15
S. 1114: The Currency Exchange Rate Oversight Reform Act of 2013 .........ccceoeeiiirnee 16
The Obama Administration’s Position and Policies .........c.ccoeeriiiiiiiiinie e 18
An Economic Analysis of the Effects of China’s Currency on the U.S. Economy ...........c..coc...... 20
What Is the RMB’s “True Value”? Can it Be Accurately Estimated?...........cc.ccoovnvncinnnnnn 20
The Debate over the Effects of Exchange Rate Appreciation on Trade Flows and the
DS o3 | PSR P TR OP PSPPI 24
The J Curve EFFECt .....oiiiiiiiiei et 25
The Role of Exchange Rate Pass-Through ...........ccocoviiiiiiici 25
China’s Role in the Global Supply Chain..........cccveiiiiiiiiiiiie s 26
Underlying Macroeconomic Imbalances Are Unlikely to Disappear ............cccovvverrnnenne. 27
Differing Opinions on Making RMB Appreciation a Top U.S. Trade Priority ................. 27
Winners and Losers of RMB Appreciation from an Economic Perspective ............cccevvvvennen. 28
Effect on U.S Exporters and Import-Competitors. .........coververiiiiriiinii e 29
Effect on U.S. Consumers and Certain Producers ..........cccccovvrveiiniinienineeiesese e 29
Effect 0n U.S. BOITOWETS ....cuiiiiiiiiiiiiie sttt et 29
Net Effect on the U.S. ECONOMY ...cvciiiiiiiiiiiiicieeree e 30
China’s Perspective and Concerns: Economic Growth and Stability...........ccccoevniiiiiiiiicinene. 31
The Effects of an Undervalued RMB on China’s ECOnomy ............cccoeiveiieninninnieiieeneee 32
Policy Options for the RMB and Potential OUtCOMES.........ccceereriiiiiiiiiieiierie e 34
Current Account Balances, Savings, and INVEStMENL...........cccoiiiiiiiiiiiiiiie e 39
Chinese Investment and Consumption Relative to GDP .........c.cccoceviiiiiiiiiiiciicie, 42
Sources of China’s Economic GTOWth .........ccccveiiiiiiiiinie e 45
Figures
Figure 1. Nominal RMB/Dollar Exchange Rate: January 2008 to May 2010..........cccccevveiernnennnnn. 4
Figure 2. Average Monthly Yuan-Dollar Exchange Rates: June 2010-June 2013..........ccooviinenens 5
Figure 3. Annual Percent Change in the Yuan/Dollar Exchange Rate: 2005 to 2012 ..................... 5
Figure 4. Change in China’s Real Trade-Weighted Exchange Rate: June 2010-May 2013 ............. 7
Figure 5. China’s Current Account Balance, Merchandise Trade Balance, and Annual
Change in Foreign Exchange Reserves: 2001-2012........cccciiiiiiieiinineee e 9
Figure 6. Annual Percent Change in China’s Foreign Exchange Reserves: 2001-2012.................. 9
Figure 7. Chinese Exports of Goods and Services as a Percent of GDP: 1990-2012.................... 10

Congressional Research Service



China's Currency Policy: An Analysis of the Economic Issues

Figure 8. Timeline of Estimates of the RMB’s Undervaluation Relative to the Dollar

Using the FEER Method: 2008-2013........ccciiiiieieiiieeisee e 24
Figure 9. Index of U.S. Import Prices of Commodities from China: December 2003-

DECEMBDET 2012 ...ttt bttt b bt bttt nb e nhe e nreennne b 26
Figure 10. Change in China’s Trade Flows: 2000-June 2013 ........c.cccoiviiiiinienincecnenee e 32
Figure A-1. Chinese and U.S. Current Account Balances: 2000-2012.........ccccocovviviieiinieiiieennens 40
Figure A-2. Chinese and U.S. Current Account Balances as a Percent of GDP: 2000-2012

and Estimates Through 2018 ..........cccoiiiiiiiiiieie e 41
Figure A-3. Gross National Savings as a Percent of GDP for China and the United States:

19002012ttt R 42
Figure A-4. Chinese Private Consumption, Investment, and Gross National Savings as a

Percent of GDP: 1990-2012 ......cccooiiiiiiiiiieii e 43
Figure A-5. Annual Growth in Real Chinese and U.S. Private Consumption: 2001-2012............ 43
Figure A-6.Chinese Personal Disposal Income as a Percent of GDP: 2001-2012 ...........cccvneeee. 45
Figure A-7. Chinese Real Deposit Interest Rates: 2000-2012..........coovveiiiineinineeenenee e 45
Figure A-8. Chinese Real GDP Growth and Sources of GDP Growth: 2006-2012 ...................... 46
Tables
Table 1. Estimates of Currency Misalignment Against the Dollar in April 2013 for

SEIECLEA COUNIIIES ... veetierieeitie ettt ettt ettt ettt ettt b e bt e sbe e bt e s e s st e e s b e e beenbeesbeeeaneenneebeenbeenes 23

Table A-1. Ratio of Gross National Savings to Gross Investment and Current Account

Balances as a Percent of GDP for Selected Major Economies: 2012..........ccocvivveiviieicnnnnnns 40
Appendixes
Appendix. Indicators of U.S. and Chinese Economic Imbalances............c.ccocevviiiiiiiinininn, 38
Contacts
AUhOT INTOTINALION. ...t ar e r e nr e s nenne e 47

Congressional Research Service



China's Currency Policy: An Analysis of the Economic Issues

Introduction and Overview of the Currency Issue

China’s policy of intervention to limit the appreciation of its currency, the renminbi (RMB)
against the dollar and other currencies has become a major source of tension with many of its
trading partners, especially the United States.! Some analysts contend that China deliberately
“manipulates” its currency in order to gain unfair trade advantages over its trading partners. They
further argue that China’s undervalued currency has been a major factor in the large annual U.S.
trade deficits with China and has contributed to widespread job losses in the United States,
especially in manufacturing. President Obama stated in February 2010 that China’s undervalued
currency puts U.S. firms at a “huge competitive disadvantage,” and he pledged to make
addressing China’s currency policy a top priority.> At a news conference in November 2011,
President Obama stated that China needed to “go ahead and move towards a market-based system
for their currency” and that the United States and other countries felt that “enough is enough.”

Legislation to address China’s currency policy has been introduced in every session of Congress
since 2003. The House passed currency legislation in 2010 and the Senate did so in 2011,
although none became law. On March 20, 2013, Representative Sander Levin introduced H.R.
1276 to “clarify that U.S. countervailing duties may be imposed to address subsidies relating to a
fundamentally undervalued currency of any foreign country.” On June 7, 2013, Senator Sherrod
Brown introduced S. 1114, which would require action against certain misaligned currencies. In
recent years, congressional concerns over misaligned (or undervalued currencies) have extended
to other countries as well, leading some Members to propose that currency provisions be included
in future U.S. trade agreements.

China began to gradually reform its currency policy in July 2005, and between then and the end
of June 2013, the RMB has appreciated by 34% on a nominal basis (and 42% on an inflation-
adjusted basis) against the U.S. dollar. In addition, China’s trade surpluses have fallen sharply in
recent years and its accumulation of foreign exchange reserves has slowed. These factors have led
some analysts to conclude that the RMB exchange rate with the dollar may be approaching
market levels, or is, at best, only modestly undervalued. However, other analysts contend that the
RMB remains significantly undervalued against the dollar and complain that the RMB has
appreciated little against the dollar since the end of 2011. Thus, they argue that continued
pressure must be applied until the Chinese government adopts a market-based exchange rate.

Although economists differ as to the economic effects an undervalued RMB might have on the
United States (many cite both positive and negative effects), most agree that greater currency
flexibility by China would be one of several reforms that would help reduce global imbalances,
which are believed to have been a major factor that sparked the global financial crisis and
economic slowdown. They further contend that currency reform is in China’s own long-term
interests because it would boost economic efficiency. China’s government has pledged to
continue to make its currency policy more flexible, but has maintained that appreciating the RMB
too quickly could cause significant job losses (especially in China’s export sectors), which could
disrupt the economy.

Some economists question whether RMB appreciation would produce significant net benefits for
the U.S. economy. They argue that prices for Chinese products would rise, which would hurt U.S.

! The official name of China’s currency is the renminbi (RMB), which is denominated in yuan units. Both RMB and
yuan are used interchangeably to describe China’s currency.

2 The White House, Remarks by the President at the Senate Democratic Policy Committee Issues Conference, February
3, 2010.

3 The White House, News Conference by President Obama, November 14, 2011.
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consumers and U.S. firms that use imported Chinese components in their production. In addition,
an appreciating RMB might lessen the Chinese government’s need to purchase U.S. Treasury
securities, which could cause U.S. interest rates to rise. It is further argued that an appreciating
currency would do little to shift manufacturing done by foreign-invested firms (including U.S.
firms) in China to the United States; instead, such firms would likely shift production to other
low-cost East Asian countries. Finally, it is argued that an appreciating RMB might boost some
U.S. exports to China, but the effects of lower prices for U.S. products in China could be negated
to a large extent by China’s restrictive trade and investment barriers. Such analysts view currency
reform as part of a broad set of goals that U.S. trade policy should pursue. These goals include
inducing China to rebalance its economy by making consumer demand, rather than exports and
fixed investment, the main sources of China’s economic growth; eliminate industrial policies that
seek to promote and protect Chinese firms (especially state-owned firms); reduce trade and
investment barriers; and improve protection of U.S. intellectual property rights.

This report provides an overview of the economic issues surrounding the current debate over
China’s currency policy. It identifies the economic costs and benefits of China’s currency policy
for both China and the United States, and possible implications if China were to allow its
currency to significantly appreciate or to float freely. It also examines legislative proposals that
seek to address China’s (and other countries’) currency policy.

Background on China’s Currency Policy

Prior to 1994, China maintained a dual exchange rate system. This consisted of an official fixed
exchange rate system (which was used by the government), and a relatively market-based
exchange rate system that was used by importers and exporters in “swap markets,”* although
access to foreign exchange was highly restricted in order to limit imports, resulting in a large
black market for foreign exchange. The two exchange rates differed significantly. The official
exchange rate with the dollar in 1993 was 5.77 yuan versus 8.70 yuan in the swap markets.
China’s dual exchange rate system was criticized by the United States because of the restrictions
it (and other policies) placed on foreign imports.

In 1994, the Chinese government unified the two exchange rate systems at an initial rate of 8.70
yuan to the dollar, which eventually was allowed to rise to 8.28 by 1997 and was then kept
relatively constant until July 2005. The RMB became largely convertible on a current account
(trade) basis, but not on a capital account basis, meaning that foreign exchange in China is not
regularly obtainable for investment purposes.® From 1994 until July 2005, China maintained a
policy of pegging the RMB to the U.S. dollar at an exchange rate of roughly 8.28 yuan to the
dollar. The peg appears to have been largely intended to promote a relatively stable environment
for foreign trade and investment in China (since such a policy prevents large swings in exchange
rates)—a policy utilized by many developing countries in their early development stages. The
Chinese central bank maintained this peg by buying (or selling) as many dollar-denominated
assets in exchange for newly printed yuan as needed to eliminate excess demand (supply) for the

4 These were government-sanctioned foreign exchange adjustment centers (established in 1986) to allow a limited
amount of trade in foreign exchange, although the central government intervened to prevent the RMB from
strengthening beyond 6 yuan per dollar. Source: U.S. Department of State, Country Reports on Economic Policy and
Trade Practices, February 1990, p. 253.

5 Overseas investment by Chinese citizens is tightly regulated and restricted by the central government. For example, it
would be very difficult for a Chinese citizen to open a savings account in another country or invest in shares of foreign
stocks without permission from the government. Limiting capital outflows from China is a key policy tool of the
central government to control exchange rates within China. In addition, some analysts contend that China fears that an
open capital account would lead to capital flight, which could undermine its financial system.
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yuan. As a result, the exchange rate between the RMB and the dollar varied little, despite
changing economic factors which could have otherwise caused the yuan to appreciate (or
depreciate) relative to the dollar. Under a floating exchange rate system, the relative demand for
the two countries’ goods and assets would determine the exchange rate of the RMB to the dollar.

2005: China Reforms the Peg

The Chinese government modified its currency policy on July 21, 2005. It announced that the
RMB’s exchange rate would become “adjustable, based on market supply and demand with
reference to exchange rate movements of currencies in a basket,”® and that the exchange rate of
the U.S. dollar against the RMB would be adjusted from 8.28 yuan to 8.11, an appreciation of
2.1%. Unlike a true floating exchange rate, the RMB would be allowed to fluctuate by up to 0.3%
(later changed to 0.5%) on a daily basis against the basket.

After July 2005, China allowed the RMB to appreciate steadily, but very slowly. From July 21,
2005, to July 21, 2008, the dollar-RMB exchange rate went from 8.11 to 6.83, an appreciation of
18.7% (or 20.8% if the initial 2.1% appreciation of the RMB to the dollar is included). The
situation at this time might be best described as a “managed float”—market forces determined the
general direction of the RMB’s movement, but the government retarded its rate of appreciation
through market intervention.

2008: RMB Appreciation Halted

China halted its currency appreciation policy around mid-July 2008 (see Figure 1), mainly
because of declining global demand for Chinese products that resulted from the effects of the
global financial crisis. In 2009, Chinese exports fell by 15.9% over the previous year. The
Chinese government reported that thousands of export-oriented factories were shut down and that
over 20 million migrant workers lost their jobs in 2009 because of the direct effects of the global
economic slowdown.” In response, the Chinese government intervened to prevent any further
appreciation of the RMB to the dollar. The RMB/dollar exchange rate was held relatively
constant at 6.83 through around mid-June 2010.

6 1t was later announced that the composition of the basket would include the dollar, the yen, the euro, and a few other
currencies, although the currency composition of the basket has never been revealed. If the value of the yuan were
determined according to a basket of currencies, however, it would not have shown the stability it has had against the
dollar between mid-2008 and mid-2010, unless the basket were overwhelmingly weighted toward dollars.

7 China Daily, February 3, 2009, at http://www.chinadaily.com.cn/china/2009-02/03/content_7440106.htm.
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Figure 1. Nominal RMB/Dollar Exchange Rate: January 2008 to May 2010
(yuan per U.S. dollar [monthly averages])
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Source: Global Insight.

Note: Chart inverted for illustrative purposes. A rising line indicates appreciation of the RMB to the dollar and a
falling line indicates depreciation.

2010: RMB Appreciation Resumes

On June 19, 2010, China’s central bank, the People’s Bank of China (PBC), stated that, based on
current economic conditions, it had decided to “proceed further with reform of the RMB
exchange rate regime and to enhance the RMB exchange rate flexibility.” It ruled out any large
one-time revaluations, stating “it is important to avoid any sharp and massive fluctuations of the
RMB exchange rate,” in part so that Chinese corporations could more easily adjust (such as
through technology upgrading) to an appreciation of the currency. Many observers contend the
timing of the RMB announcement was intended in part to prevent China’s currency policy from
being a central focus of the G-20 summit in Toronto in June 2010. As indicated in Figure 2, the
RMB’s exchange rate with the dollar has gone up and down since RMB appreciation was
resumed, but overall, it has appreciated.® From June 19, 2010, (when appreciation was resumed)
to July 10, 2013, the yuan/dollar exchange rate went from 6.83 to 6.17, an appreciation of 10.7%.
Most of the appreciation occurred in 2010 and 2011. From January 1, 2012, to July 10, 2013, the
RMB appreciated by only 2.1% against the dollar.’ Figure 3 shows the annual percentage change
in the RMB’s value against the dollar from 2001 to 2012 and indicates that the sharpest
appreciation occurred in 2008 when it rose by 9.4%.

8 The fact that the currency has appreciated some days but has depreciated on others raises a number of questions as to

the extent and pace the PBC will allow the RMB to appreciate over time. Many observers believe that this is a sign that
appreciation of the RMB will happen over a long period of time, but in an unpredictable way in an effort to limit RMB

speculation and inflows of “hot money,” which could destabilize China’s economy.

% The exchange rate went from 6.30 yuan per dollar to 6.17.
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Figure 2. Average Monthly Yuan-Dollar Exchange Rates: June 2010-June 2013
(yuan per U.S. dollar)
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Source: Global Insight.

Notes: Chart inverted for illustrative purposes to show the appreciation or depreciation of the RMB against the
dollar. Data are the Chinese government’s official middle rate.

Figure 3. Annual Percent Change in the Yuan/Dollar Exchange Rate: 2005 to 2012

(percent)

2005 2006 2007 2008 2009 2010 2011 2012

Source: Global Insight.
Notes: Change in average annual exchange rates.
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Factoring in Inflation and Trade-Weighted Flows

Some economists contend that a more accurate measurement of the yuan/dollar exchange rate
involves accounting for differences in inflation between China and the United States—the real
exchange rate. This approach is relevant because if prices are rising faster in China than in the
United States, then the prices of Chinese tradable goods may be rising as well (even with no
change in the nominal exchange rate). In effect, a higher Chinese inflation rate relative to the
United States acts as a de facto appreciation of the RMB. From June 2005 to June 2013, China’s
consumer price inflation was about 31% higher than the U.S. level. Factoring in inflation into the
RMB/dollar exchange rate indicates that the RMB appreciated in real terms by 42% during this
period (as opposed to a 34% increase on a nominal basis).*

A broader measurement of the RMB’s movement involves looking at exchange rates with China’s
major trading partners by using a trade-weighted index (i.e., a basket of currencies) that is
adjusted for inflation, often referred to as the “effective exchange rate.”*! The Bank of
International Settlements maintains such an index for major economies, based on their trade with
61 trading partners.'? Such an index is useful because it reflects overall changes in a country’s
exchange rate with its major trading partners as a whole—not just the United States. China’s
relative peg to the dollar has meant that as the dollar has depreciated or appreciated against a
number of major currencies, the RMB has depreciated or appreciated against them as well. For
example, from July 2008 to May 2010, when the RMB exchange rate to the dollar was kept
constant (at 6.83 yuan per dollar), the real trade-weighted exchange rate index of China’s
currency (based on its trade with 61 major economies) appreciated by 8.2%. Between June 2010
(when appreciation of the RMB to the dollar was resumed) and May 2013, China’s real trade-
weighted exchange rate appreciated by 16.9%; and during the first five months of 2013, it rose by
4.6% (see Figure 4).2

10 This report uses the monthly consumer price index from Global Insight to calculate the real yuan/dollar exchange
rate.

11 A trade-weighted index reflects the relative importance of each partner’s trade with China. The index itself is
calculated as the geometric weighted averages of bilateral exchange rates. According to Chinese data, the United States
is second largest trading partner after the European Union (EU). Thus the dollar accounts for a significant portion of the
index—it averaged 19 points (out of 100) from 2008 to 2010, while the euro averaged 19.4 points.

12 Bank of International Settlements, BIS Effective Exchange Rates, at http://www.bis.org/statistics/eer/index.htm.

13 In comparison, the nominal percentage change in the yuan/dollar exchange rate over these periods was 9.6% and
1.3% (based on monthly averages).
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Figure 4. Change in China’s Real Trade-Weighted Exchange Rate: June 2010-May
2013

(Index based on average annual 2005 data [2010 = 100])
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Source: Bank of International Settlements.

Note: Weights calculated based on China’s trade with 6| economies. Inflation calculated using measurements of
national consumer price indexes.

Concerns in the United States over China’s Currency Policy:
Trade Deficits and Jobs

Many U.S. policymakers and certain business and labor representatives have charged that the
Chinese government “manipulates” its currency in order to make it significantly undervalued vis-
a-vis the U.S. dollar, thus making Chinese exports to the United States less expensive, and U.S.
exports to China more expensive, than they would be if exchange rates were determined by
market forces.* They further contend that, while a pegged currency may have been appropriate
during China’s early stages of economic development, it can no longer be justified, given the size
of China’s economy and trade flows, and the impact these have on the global economy.*®

Critics have further charged that the undervalued currency has been a major factor behind the
burgeoning U.S. trade deficit with China, which grew from $84 billion in 2000 to $315 billion in
2012 and is projected to reach $325 billion in 2013 (based on data for January-May 2013). Other
factors that have been cited as evidence of Chinese currency manipulation (and misalignment)
have been China’s massive accumulation of foreign exchange reserves and the size of its current
account surpluses.’® China is by far the world’s largest holder of foreign exchange reserves. These
grew from $212 billion in 2001 to $3.3 trillion in 2012 (year-end values).

14 In general, U.S.-invested firms in China do not appear to be as concerned over the value of China’s currency relative
to the dollar as are U.S. import-sensitive firms that compete with low-priced Chinese products.

15 China emerged as the world’s largest merchandise exporter in 2010 (accounting for 10.1% of global exports) and the
seconding largest economy. These rankings have stayed constant through 2012.

16 The current account balance is the broadest measurement of trade flows because it includes trade in goods and
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Many analysts contend that large increases in China’s foreign exchange reserves reflect the
significance of Chinese intervention in currency markets to hold down the value of the RMB,
which, they argue, has been a major factor behind China’s large annual current account surpluses.
According to one economist, a country’s current account balance increases between 60 and 100
cents for each dollar spent on currency intervention.’” As can be seen in Figure 5, China’s foreign
exchange holdings grew significantly from 2004 to 2011, averaging $363 billion in new reserves
each year, but that growth slowed sharply in 2012 ($129 billion). As indicated in Figure 6, the
annual rate of increase (percent change) in China’s foreign exchange reserves went from a 51.3%
rise in 2004, to 27.2% in 2008, to 4.1% in 2012."°

China’s current account surplus rose from $69 billion in 2004 to a historical peak of $421 billion
in 2008. It then declined over the next few years, dropping to $140 billion by 2011; it rose to
$192 billion in 2012, according to the International Monetary Fund (IMF).'® More significantly,
China’s current account surplus as a percent of GDP fell as well. It dropped from a historical high
of 10.1% in 2007 to 1.9% in 2011, but increased to 2.3% in 2012.%° In addition, China’s exports
of goods and services as a percent of GDP declined from a historical high of 38.3% in 2007 to
27.5% in 2012, as indicated in Figure 7.

Many analysts contend the sharp drop in China’s current account surpluses may have had more to
do with the effects of the global economic slowdown (which greatly diminished global demand
for Chinese products and led to a fall in foreign direct investment in China) than a change in
China currency policies (although other Chinese economic policies were a major factor in the
decline of the current account surplus, such as government policies to boost fixed investment and
consumption which were employed to maintain rapid economic growth in the face of the global
economic crisis).?* In a July 2010 report, the IMF warned that, over the medium term, there was
potential for China’s sizable current account surpluses to return once its stimulus measures
wound down and the global economy began to recover.?” In July 2012, the IMF stated that,
although the fall of China’s current account surplus was a welcome sign, the external rebalancing
was achieved at the cost of rising internal imbalances—namely the high rate of investment
spending, which, the IMF assessed, would be difficult to sustain.?®

services. It also includes income flows and current transfer payments.

17 Gagnon, Joseph, The Elephant Hiding in the Room: Currency Intervention and Trade Imbalances, Peterson Institute
for International Economics, Working Paper 13-2, March 2013, at http://www.piie.com/publications/wp/wp13-2.pdf.
18 China’s accumulation of foreign exchange reserves in the first quarter of 2013 was 3.9% higher than in the previous
quarter.

19 Similarly, China’s merchandise trade surplus rose from $32 billion in 2004 to a historical high of $297 billion in
2008. China’s merchandise trade surplus declined over the next few years, hitting $158 billion in 2011; it rose to $233
billion in 2012.

20 IMF, Press Release, July 17, 2013, at http://www.imf.org/external/np/sec/pr/2013/pr13260.htm. Note, the IMF’s July
2013 estimates of China’s current account surpluses as a percent of GDP in 2011 and 2012 were different than the
estimates it made in April 2013 (at 2.8% and 2.6%, respectively).

21 For additional information on China’s response to the global economic crisis, see CRS Report RL33534, China’s
Economic Rise: History, Trends, Challenges, and Implications for the United States, by Wayne M. Morrison.

22 IMF, People’s Republic of China: 2010 Article IV Consultation—Staff Report; Staff Statement; Public Information
Notice on the Executive Board Discussion, July 2010, p. 1.

2 IMF, People’s Republic of China: 2010 Article IV Consultation— Staff Report For the 2012 Article IV Consultation,
July 6, 2011, p. 1.
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Figure 5. China’s Current Account Balance, Merchandise Trade Balance, and Annual
Change in Foreign Exchange Reserves: 2001-2012
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Source: Economist Intelligence Unit, IMF, and Chinese State Administration of Foreign Exchange.

Figure 6. Annual Percent Change in China’s Foreign Exchange Reserves: 2001-2012
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Notes: Percent change over the previous year.
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Figure 7. Chinese Exports of Goods and Services as a Percent of GDP: 1990-2012
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Congressional Concerns Over Currencies Extends Beyond China

China is not alone in being accused of having an undervalued currency. Several other countries have been accused
of attempting to keep the value of their currencies low through different efforts, including monetary policy.

A July 2012 study by the Peterson Institute for International Economics contends that “currency manipulation,”
based on “excessive” levels of foreign exchange reserves (FERs), is widespread, especially in developing and newly
industrialized countries.2* The study identified 22 economies that “manipulate their currency” based on the size of
their FERs as a percent of GDP and the cumulative increase in FERs as a percent of GDP in 2012, the most
significant of which were China (considered by the authors to be the most significant in terms of the size of
China’s economy and its FERs and the amounts of intervention), Denmark, Hong Kong, Korea, Malaysia,
Singapore, Switzerland, and Taiwan.25 The Peterson Institute estimated that currency intervention by the 22
economies increased the U.S. trade and current account deficits by $200 billion to $500 billion and caused the loss
of | million to 5 million U.S. jobs.

In September 2012, Representative Mike Michaud sent a letter to Administration officials expressing “concern
about Korea’s ongoing intervention in its currency and its impact on U.S. businesses and workers, particularly now
that the Korea-U.S. Free Trade Agreement (FTA) has been implemented. The undervaluation of the won already
gives Korean exports a competitive advantage over U.S.-made goods, and if left unchecked it will neutralize
Korean tariff reductions included in the agreement.”

24 peterson Institute for International Economics, Currency Manipulation, the US Economy, and the Global Economic
Order, by C. Fred Bergsten and Joseph E. Gagnon, December 2012.

25Qther “manipulators” included Japan, Libya, Algeria, Saudi Arabia, Thailand, Malaysia, Israel, South Korea,
Argentina, Bolivia, the Philippines, Angola, Kazakhstan, Azerbaijan, Angola, and Russia.
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Japanese policies to boost economic growth, including quantitative easing (i.e., monetary expansion) have
contributed to a sharp decline of the yen in international markets and have come under criticism by policymakers
in several countries, In March 2013, Gao Xiging, head of the China Investment Corporation (China’s largest
sovereign wealth fund), reportedly warned Japan against using its neighbors as a “garbage bin” by deliberately
devaluating the yen through the use of expansive monetary policy.26 At a March 2013 Senate Finance Hearing on
trade policy, Senator Debbie Stabenow stated that an agreement to include Japan in the Trans-Pacific Partnership
(TPP) negotiations should include rules to counteract currency manipulation by Japan. She stated: "l want to
indicate for the record that unless we see changes on currency manipulation and efforts and benchmarks to Japan
opening their markets, | can't imagine why would we want to proceed with a one-sided agreement as it relates to
American manufacturing and the automobile industry."2” On April 12, 2013, Representative Levin, reacting to the
Administration’s announcement on Japan’s participation in the Trans-Pacific Partnership, stated that “the absence
of any mention of currency is highly problematical. Japan has used currency intervention to give Japanese auto
companies one of their most significant unfair competitive advantages, adding tens of billions of dollars to their
operating profits for every one-yen drop against the dollar.”28 While economic theory predicts that quantitative
easing would cause a country’s exchange rate to depreciate, it should be noted that it has been used in many
countries following the financial crisis, including the United States.

In a May 2013 lecture, C. Fred Bergsten from the Peterson Institute stated that the international monetary system
“now faces a clear and present danger: currency wars. Virtually every major country is seeking depreciation, or at
least non-appreciation, of its currency to strengthen its economy and create jobs.”2?

A June 6, 2013, letter to the Obama Administration from 230 House Members on the TPP stated that it was
“imperative” that the agreement address currency manipulation which has “contributed to the U.S. trade deficit
and cost us American jobs.”30

The current high rate of unemployment in the United States appears to have intensified concerns
over the perceived impact of China’s currency policy on the U.S. economy, especially
employment. Many have argued that RMB appreciation would boost the level of U.S. jobs. Some
analysts contend that there is a direct correlation between the U.S. trade deficit and U.S. job
losses. For example, a 2012 study by the Economic Policy Institute (EPI) claims that the U.S.
trade deficit with China (which EPI claims is largely the result of China’s currency policy) led to
the loss or displacement of 2.7 million jobs (of which, 77% were in manufacturing) between 2001
and 2011.%! The EPI report states that, while U.S. exports to China support U.S. jobs, U.S.
imports from China “displace American workers who would have been employed making these
products in the United States.”*? Claims about the negative effect of China’s exchange rate on
U.S. employment and trade are often juxtaposed with the observation that China’s economy has
grown rapidly over the past five years (real GDP grew at an average annual rate of 9.2% from
2008 to 2012), while other countries have experienced slow or stagnant growth since the
beginning of the global financial crisis. This has led some commentators to argue that China’s

26 Wall St. Journal, “China Fund Warns Japan Against a ‘Currency War,” March 6, 2013.

27 Inside U.S. Trade, April 13, 2013.

28 Office of Congressman Sandy Levin, Press Release, “U.S. Announcement on Japan and TPP,” April 12, 2013.
29 peterson Institute for International Economics, Press Release, May 16, 2013, at
http://mww.iie.com/publications/newsreleases/newsrelease.cfm?id=203.

30 Office of Congressman Mike Michaud, Press Release, “Majority of House Members Push Obama to Address
Currency Manipulation in TPP,” June 6, 2013, at http://michaud.house.gov/press-release/majority-house-members-
push-obama-address-currency-manipulation-tpp.

31 Economic Policy Institute, the China Toll: Growing U.S. trade deficit with China Cost More Than 2.7 Million Jobs
between 2001 and 2011, With Job Losses in Every State, by Robert E. Scott, August 23, 2012. Note, some have
criticized the methodology used in the report, which assumes that the U.S. trade deficit with China has a direct and
significant effect on the level of employment in the United States.

%2 |bid., p. 8.
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exchange rate intervention represents a “beggar thy neighbor” policy (i.e., meant to promote
Chinese economic development at the expense of other countries). (The validity of claims about
the RMB’s effect on the U.S. economy will be analyzed in the section below entitled “An
Economic Analysis of the Effects of China’s Currency ’) For example, U.S. economist Paul
Krugman in 2009 argued that the undervalued RMB had become a significant drag on global
economic recovery, estimating that it had lowered global GDP by 1.4%, and had especially hurt
poor countries.® Because of these factors, some Members have argued that China should be cited
by the Department of the Treasury as a country that manipulates its currency in order to gain an
unfair trade advantage (see text box).

33 New York Times, December 31, 2009. Krugman also estimated that China’s currency policy caused 1.4 million job
losses in the United States.
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Is China a “Currency Manipulator?”’

The U.S. Department of the Treasury is required on a biannual basis to issue a Report to Congress on International
Economic and Exchange Rate Policies of major U.S. trading partners,34 and to “consider whether countries
manipulate the rate of exchange between their currency and the United States dollar for purposes of preventing
effective balance of payments adjustments or gaining unfair competitive advantage in international trade.”35 If such
manipulation is found to exist with respect to countries that have material global current account surpluses and
have significant bilateral trade surpluses with the United States, the Secretary of the Treasury is directed to initiate
negotiations with such countries on an expedited basis in the International Monetary Fund or bilaterally, for the
purpose of ensuring that such countries regularly and promptly adjust the rate of exchange between their
currencies and the U.S. dollar to permit effective balance of payments adjustments and to eliminate the unfair
advantage. China was cited as a currency manipulator five times by Treasury from May 1992 and July 1994 over
such issues as its dual exchange rate system, periods of currency devaluation, restrictions on imports, and lack of
access to foreign exchange by importers.

Many Members of Congress have expressed frustration that Treasury has not cited China as a currency
manipulator in recent years.3¢ Observers note that the language in the statute is somewhat unclear as to what
policies constitute actual currency manipulation (and the extent of Treasury’s discretion to make such a
determination). A 2005 Treasury Department report stated that such a determination under the guiding statute
was “inherently difficult” because of the interplay of macroeconomic and microeconomic forces throughout the
world, but said that such a designation could be made if the authorities of an economy “intentionally act to set the
exchange rate at levels, or ranges, such that for a protracted period the exchange rate differs significantly from the
rate that would have prevailed in the absence of action by the authorities.”37

A 2005 Government Accountability Office (GAO) report on the Treasury Department’s currency reports stated
that in order for Treasury to reach a positive determination of currency manipulation, a country would have to
have a material global current account surplus and a significant bilateral trade surplus with the United States, and
would have to be manipulating its currency with the “intent” of gaining a trade advantage. Some observers contend
that Treasury will not cite China as a currency manipulator because it cannot prove that China’s currency policy is
“intended” to give it an unfair trade advantage, since Chinese government intervention in currency markets
attempts to slow or halt the appreciation of the RMB (as opposed to sharply depreciating the RMB). Other
observers contend that as long as China continues to take steps to make its currency more flexible, Treasury will
refrain from citing China. A third theory states that citing China as a currency manipulator would have no practical
effect (especially since China and the United States are already engaged on this issue at the highest government
level) other than to “name and shame,” a policy that could anger the Chinese government without producing any
concrete results. However, some U.S. policy analysts and Members of Congress have strongly urged the Treasury
Department to designate China as a currency manipulator in order to “name and shame it.” By doing so, it is
argued, the United States would be sending a message that it was no longer willing to tolerate China’s currency
policy and it could encourage other countries to rally behind the U.S. position (including within the IMF, which
exercises surveillance of its members currency policies), and could possibly lead to multilateral meeting/agreement
on global exchange rate realignment.38 Several bills have been introduced in Congress over the past few years that
would attempt to limit the Treasury Department’s discretion in taking action on undervalued currencies by
requiring it to identify certain misaligned currencies, based on specific criteria, regardless of intent of the currency

policy.

34 As required under 83004 of Omnibus Trade and Competitiveness Act of 1988 (22 U.S.C. 5305).

3 This language appears to have been taken from Article 1V, §1 (iii) of the Articles of Agreement of the International
Monetary Fund (IMF), which states that members should, among other things “avoid manipulating exchange rates or
the international monetary system in order to prevent effective balance of payments adjustment or to gain an unfair
competitive advantage over other members.”

3 Many members sharply criticized the Department of the Treasury’s decision in April 2010 to delay issuing its first
2010 exchange rate report (usually issued in March or April). That report was issued on July 8, 2010 (after China made
its announcement on currency reform), and it did not cite China (or any other country) for currency manipulation.

7 U.S. Department of Treasury, Semiannual Report on International Economic and Exchange Rate Policies, Appendix:
Analysis of Exchange Rates Pursuant to the Act, November 2005.

3 Testimony by C. Fred Bergsten, Peterson Institute of International Economics, Correcting the Chinese Exchange
Rate: an Action Plan, before the House Ways & Means Committee, March 24, 2010.
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Legislative Proposals to Address Undervalued Currencies

Numerous bills have been introduced in Congress over the past several years that have sought to
induce China (and other countries) to reform its currency policy or to address the perceived
effects of that policy on the U.S. economy. For example, one bill introduced in the 108" Congress
by Senator Schumer (S. 1586) sought to impose additional duties of 27.5% on imported Chinese
products unless China appreciated its currency to market levels. The House approved a currency
bill (H.R. 2378) in the 111™ Congress and the Senate passed one (S. 1619) in the 112th Congress,
though neither became law.

Over the past few years, some legislative proposals have sought to apply U.S. anti-dumping and
countervailing duty measures to address the effects of China’s undervalued currency, namely to
treat it as an export subsidy (countervailing measures) or as a factor that is included in the
determination of anti-dumping duties. This would likely increase U.S. countervailing and anti-
dumping duties on certain imports from China. A major source of contention is whether such
measures would be consistent with U.S. obligations in the World Trade Organization (WTO).
Some contend that the WTO allows countries (under certain conditions) to administer their own
trade remedy laws, and thus they argue that making currency undervaluation a factor in
determining countervailing or anti-dumping duties would be consistent with WTO rules. Critics
of such proposals counter that WTO rules do not specifically include currency undervaluation as
a factor that can be used to implement trade remedy actions, and thus, such proposals, if enacted,
might be challenged by China (and possibly other WTO members) as a violation of WTO rules.*

Another major objective of various recent currency bills is to eliminate current provisions of U.S.
trade laws that require the Treasury Department to identify countries that intentionally
“manipulate” their currency. Treasury has not identified any country for manipulating its currency
since 1994. Some bills have sought to create a process whereby Treasury would identify countries
with currencies that were estimated to be fundamentally misaligned (based on certain criteria),
regardless of intent. Such bills list a number of actions (some of which would be punitive) the
U.S. government would be directed to take against certain “priority” countries.

Some supporters of currency legislation aimed at China hope that the introduction of such bills
will induce China to appreciate its currency more rapidly. Opponents of the bills contend that
such legislation could antagonize China and induce it to slow the rate of RMB appreciation.
Another concern of opponents is that China might also retaliate against U.S. exports to China
and/or U.S.-invested firms in China if such legislation became law.

39 Of particular concern to some groups are proposals that would require the U.S. government to calculate the
percentage level of a currency’s misalignment or undervaluation, since there is no universally-accepted method of
making such estimates (see discussion of this issue on page 15). A September 22, 2011, letter sent by a group of U.S.
business organizations to Senators Reid and McConnell argued that any legislation that requires the Commerce
Department to estimate the “true” exchange rate would “create a process that will be highly subjective and potentially
politicized.” A copy of the letter can be found at http: